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(as estimated by CMS from time to 
time) of Federal rates for inpatient op-
erating costs computed under para-
graph (j) of this section that are attrib-
utable to wages and labor-related costs 
for area differences in hospital wage 
levels by a factor (established by CMS 
based on survey data) reflecting the 
relative level of hospital wages and 
wage-related costs in the geographic 
area (that is, urban or rural area as de-
termined under the provisions of para-
graph (b) of this section) of the hos-
pital compared to the national average 
level of hospital wages and wage-re-
lated costs. The wage index is updated 
annually. 

(2)(i) CMS makes a midyear correc-
tion to the wage index for an area only 
if a hospital can show that— 

(A) The intermediary or CMS made 
an error in tabulating its data; and 

(B) The hospital could not have 
known about the error, or did not have 
the opportunity to correct the error, 
before the beginning of the Federal fis-
cal year. 

(ii) A midyear correction to the wage 
index is effective prospectively from 
the date the change is made to the 
wage index. 

(3) If a judicial decision reverses a 
CMS denial of a hospital’s wage data 
revision request, CMS pays the hos-
pital by applying a revised wage index 
that reflects the revised wage data as if 
CMS’s decision had been favorable 
rather than unfavorable. 

[50 FR 12741, Mar. 29, 1985] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 412.63, see the List of Sec-
tions Affected, which appears in the finding 
Aids section of the printed volume and on 
GPO Access. 

§ 412.64 Federal rates for inpatient op-
erating costs for Federal fiscal year 
2005 and subsequent fiscal years. 

(a) General rule. CMS determines a 
national adjusted prospective payment 
rate for inpatient operating costs for 
each inpatient hospital discharge in 
Federal fiscal year 2005 and subsequent 
fiscal years involving inpatient hos-
pital services of a hospital in the 
United States subject to the prospec-
tive payment system for which pay-
ment may be made under Medicare 
Part A. 

(b) Geographic classifications. (1) For 
purposes of this section, the following 
definitions apply: 

(i) The term region means one of the 
9 metropolitan divisions comprising 
the 50 States and the District of Co-
lumbia, established by the Executive 
Office of Management and Budget for 
statistical and reporting purposes. 

(ii) The term urban area means— 
(A) A Metropolitan Statistical Area, 

as defined by the Executive Office of 
Management and Budget; or 

(B) The following New England coun-
ties, which are deemed to be parts of 
urban areas under section 601(g) of the 
Social Security Amendments of 1983 
(Public Law 98–21, 42 U.S.S. 1395ww 
(note)): Litchfield County, Con-
necticut; York County, Maine; 
Sagadahoc County, Maine; Merrimack 
County, New Hampshire; and Newport 
County, Rhode Island. 

(C) The term rural area means any 
area outside an urban area. 

(D) The phrase hospital reclassified as 
rural means a hospital located in a 
county that, in FY 2004, was part of an 
MSA, but was redesignated as rural 
after September 30, 2004, as a result of 
the most recent census data and imple-
mentation of the new MSA definitions 
announced by OMB on June 6, 2003. 

(2) For hospitals within an MSA that 
crosses census division boundaries, the 
MSA is deemed to belong to the census 
division in which most of the hospitals 
within the MSA are located. 

(3) For discharges occurring on or 
after October 1, 2004, a hospital located 
in a rural county adjacent to one or 
more urban areas is deemed to be lo-
cated in an urban area and receives the 
Federal payment amount for the urban 
area to which the greater number of 
workers in the county commute if the 
rural county would otherwise be con-
sidered part of an urban area, under 
the standards for designating MSAs if 
the commuting rates used in deter-
mining outlying counties were deter-
mined on the basis of the aggregate 
number of resident workers who com-
mute to (and, if applicable under the 
standards, from) the central county or 
central counties of all adjacent MSAs. 
These EOMB standards are set forth in 
the notice of final revised standards for 
classification of MSAs published in the 
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FEDERAL REGISTER on December 27, 
2000 (65 FR 82228), announced by EOMB 
on June 6, 2003, and available from 
CMS, 7500 Security Boulevard, Balti-
more, Maryland 21244. 

(4) For purposes of this section, any 
change in an MSA designation is recog-
nized on October 1 following the effec-
tive date of the change. Such a change 
in MSA designation may occur as a re-
sult of redesignation of an MSA by the 
Executive Office of Management and 
Budget. 

(c) Computing the standardized 
amount. CMS computes an average 
standardized amount that is applicable 
to all hospitals located in all areas, up-
dated by the applicable percentage in-
crease specified in paragraph (d) of this 
section. 

(d) Applicable percentage change for 
fiscal year 2005 and for subsequent fiscal 
years. 

(1) Subject to the provisions of para-
graph (d)(2) of this section, the applica-
ble percentage change for fiscal year 
2005 and for subsequent years for up-
dating the standardized amount is the 
percentage increase in the market bas-
ket index for prospective payment hos-
pitals (as defined in § 413.40(a) of this 
subchapter) for hospitals in all areas. 

(2) For fiscal years 2005, 2006, and 
2007, the applicable percentage change 
specified in paragraph (d)(1) of this sec-
tion is reduced by 0.4 percentage points 
in the case of a ‘‘subsection (d) hos-
pital,’’ as defined under section 
1886(d)(1)(B) of the Act, that does not 
submit quality data on a quarterly 
basis to CMS, as specified by CMS. Any 
reduction of the percentage change will 
apply only to the fiscal year involved 
and will not be taken into account in 
computing the applicable percentage 
increase for a subsequent fiscal year. 

(e) Maintaining budget neutrality. 
(1) CMS makes an adjustment to the 

standardized amount to ensure that— 
(i) Changes to the DRG classifica-

tions and recalibrations of the DRG 
relative weights are made in a manner 
so that aggregate payments to hos-
pitals are not affected; and 

(ii) The annual updates and adjust-
ments to the wage index under para-
graph (h) of this section are made in a 
manner that ensures that aggregate 
payments to hospitals are not affected. 

(2) CMS also makes an adjustment to 
the rates to ensure that aggregate pay-
ments after implementation of reclas-
sifications under subpart L of this part 
are equal to the aggregate prospective 
payments that would have been made 
in the absence of these provisions. 

(f) Adjustment for outlier payments. 
CMS reduces the adjusted average 
standardized amount determined under 
paragraph (c) through (e) of this sec-
tion by a proportion equal to the pro-
portion (estimated by CMS) to the 
total amount of payments based on 
DRG prospective payment rates that 
are additional payments for outlier 
cases under subpart F of this part. 

(g) Computing Federal rates for inpa-
tient operating costs for hospitals located 
in all areas. For each discharge classi-
fied within a DRG, CMS establishes for 
the fiscal year a national prospective 
payment rate for inpatient operating 
costs based on the standardized 
amount for the fiscal year and the 
weighting factor determined under 
§ 412.60(b) for that DRG. 

(h) Adjusting for different area wage 
levels. CMS adjusts the proportion of 
the Federal rate for inpatient oper-
ating costs that are attributable to 
wages and labor-related costs for area 
differences in hospital wage levels by a 
factor (established by CMS based on 
survey data) reflecting the relative 
level of hospital wages and wage-re-
lated costs in the geographic area (that 
is, urban or rural area as determined 
under the provisions of paragraph (b) of 
this section) of the hospital compared 
to the national average level of hos-
pital wages and wage-related costs. The 
adjustment described in this paragraph 
(h) also takes into account the earn-
ings and paid hours of employment by 
occupational category. 

(1) The wage index is updated annu-
ally. 

(2) CMS determines the proportion of 
the Federal rate that is attributable to 
wages and labor-related costs from 
time to time, employing a method-
ology that is described in the annual 
regulation updating the system of pay-
ment for inpatient hospital operating 
costs. 

(3) For discharges occurring on or 
after October 1, 2004, CMS employs 62 
percent as the proportion of the rate 
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that is adjusted for the relative level of 
hospital wages and wage-related costs, 
unless employing that percentage 
would result in lower payments for the 
hospital than employing the proportion 
determined under the methodology de-
scribed in paragraph (h)(2) of this sec-
tion. 

(4) For discharges on or after October 
1, 2004 and before September 30, 2007, 
CMS establishes a minimum wage 
index for each all-urban State, as de-
fined in paragraph (h)(5) of this section. 
This minimum wage index value is 
computed using the following method-
ology: 

(i) CMS computes the ratio of the 
lowest-to-highest wage index for each 
all-urban State; 

(ii) CMS computes the average of the 
ratios of the lowest-to-highest wage in-
dexes of all the all-urban States; 

(iii) For each all-urban State, CMS 
determines the higher of the State’s 
own lowest-to-highest rate (as deter-
mined under paragraph (h)(4)(i) of this 
section) or the average lowest-to-high-
est rate (as determined under para-
graph (h)(4)(ii) of this section); 

(iv) For each State, CMS multiplies 
the rate determined under paragraph 
(h)(4)(iii) of this section by the highest 
wage index value in the State; 

(v) The product determined under 
paragraph (h)(4)(iv) of this section is 
the minimum wage index value for the 
State. 

(5) An all-urban State is a State with 
no rural areas, as defined in this sec-
tion, or a State in which there are no 
hospitals classified as rural. A State 
with rural areas and with hospitals re-
classified as rural under § 412.103 in not 
an all-urban State. 

(i) Adjusting the wage index to account 
for commuting patterns of hospital work-
ers. 

(1) General criteria. For discharges oc-
curring on or after October 1, 2004, CMS 
adjusts the hospital wage index for hos-
pitals located in qualifying counties to 
recognize the commuting patterns of 
hospital employees. A qualifying coun-
ty is a county that meets all of the fol-
lowing criteria: 

(i) Hospital employees in the county 
commute to work in an MSA (or MSAs) 
with a wage index (or wage indices) 
higher than the wage index of the MSA 

or rural statewide area in which the 
county is located. 

(ii) At least 10 percent of the coun-
ty’s hospital employees commute to an 
MSA (or MSAs) with a higher wage 
index (or wage indices). 

(iii) The 3-year average hourly wage 
of the hospital(s) in the county equals 
or exceeds the 3-year average hourly 
wage of all hospitals in the MSA or 
rural statewide area in which the coun-
ty is located. 

(2) Amount of adjustment. A hospital 
located in a county that meets the cri-
teria under paragraphs (i)(1)(i) through 
(i)(1)(iii) of this section will receive an 
increase in its wage index that is equal 
to a weighted average of the difference 
between the prereclassified wage index 
of the MSA (or MSAs) with the higher 
wage index (or wage indices) and the 
prereclasssified wage index of the MSA 
or rural statewide area in which the 
qualifying county is located, weighted 
by the overall percentage of the hos-
pital employees residing in the quali-
fying county who are employed in any 
MSA with a higher wage index. 

(3) Process for determining the adjust-
ment. 

(i) CMS will use the most accurate 
data available, as determined by CMS, 
to determine the out-migration per-
centage for each county. 

(ii) CMS will include, in its annual 
proposed and final notices of updates to 
the hospital inpatient prospective pay-
ment system, a listing of qualifying 
counties and the hospitals that are eli-
gible to receive the adjustment to their 
wage indexes for commuting hospital 
employees, and the wage index increase 
applicable to each qualifying county. 

(iii) Any wage index adjustment 
made under this paragraph (i) is effec-
tive for a period of 3 fiscal years, ex-
cept that hospitals in a qualifying 
county may elect to waive the applica-
tion of the wage index adjustment. A 
hospital may waive the application of 
the wage index adjustment by noti-
fying CMS in writing within 45 days 
after the publication of the annual no-
tice of proposed rulemaking for the 
hospital inpatient prospective payment 
system. 

(iv) A hospital in a qualifying county 
that receives a wage index adjustment 
under this paragraph (g) is not eligible 

VerDate Aug<04>2004 01:14 Oct 28, 2004 Jkt 203175 PO 00000 Frm 00427 Fmt 8010 Sfmt 8010 Y:\SGML\203175T.XXX 203175T



428 

42 CFR Ch. IV (10–1–04 Edition) § 412.70 

for reclassification under Subpart L of 
this part. 

(j) Wage index assignment for rural re-
ferral centers for FY 2005. 

(1) CMS makes an exception to the 
wage index assignment of a rural refer-
ral center for FY 2005 if the rural refer-
ral center meets the following condi-
tions: 

(i) The rural referral center was re-
classified for FY 2004 by the MGCRB to 
another MSA, but, upon applying to 
the MGCRB for FY 2005, was found to 
be ineligible for reclassification be-
cause its average hourly wage was less 
than 84 percent (but greater than 82 
percent) of the average hourly wage of 
the hospitals geographically located in 
the MSA to which the rural referral 
center applied for reclassification for 
FY 2005. 

(ii) The hospital may not qualify for 
any geographic reclassification under 
subpart L of this part, effective for dis-
charges occurring on or after October 
1, 2004. 

(2) CMS will assign a rural referral 
center that meets the conditions of 
paragraph (j)(1) of this section the 
wage index value of the MSA to which 
it was reclassified by the MGCRB in 
FY 2004. The wage index assignment is 
applicable for discharges occurring 
during the 3-year period beginning Oc-
tober 1, 2004 and ending September 30, 
2007. 

(k) Midyear corrections to the wage 
index. 

(1) CMS makes a midyear correction 
to the wage index for an area only if a 
hospital can show that— 

(i) The intermediary or CMS made an 
error in tabulating its data; and 

(ii) The hospital could not have 
known about the error, or did not have 
the opportunity to correct the error, 
before the beginning of the Federal fis-
cal year. 

(2) A midyear correction to the wage 
index is effective prospectively from 
the date the change is made to the 
wage index. 

(l) Judicial decision. If a judicial deci-
sion reverses a CMS denial of a hos-
pital’s wage data revision request, CMS 
pays the hospital by applying a revised 
wage index that reflects the revised 
wage data as if CMS’s decision had 

been favorable rather than unfavor-
able. 

[69 FR 49242, Aug. 11, 2004] 

Subpart E—Determination of Tran-
sition Period Payment Rates 
for the Prospective Payment 
System for Inpatient Oper-
ating Costs 

§ 412.70 General description. 
For discharges occurring on or after 

April 1, 1988, and before October 1, 1996, 
payments to a hospital are based on 
the greater of the national average 
standardized amount or the sum of 85 
percent of the national average stand-
ardized amount and 15 percent of the 
average standardized amount for the 
region in which the hospital is located. 

[57 FR 39822, Sept. 1, 1992, as amended at 58 
FR 46338, Sept. 1, 1993] 

§ 412.71 Determination of base-year in-
patient operating costs. 

(a) Base-year costs. (1) For each hos-
pital, the intermediary will estimate 
the hospital’s Medicare Part A allow-
able inpatient operating costs, as de-
scribed in § 412.2(c), for the 12-month or 
longer cost reporting period ending on 
or after September 30, 1982 and before 
September 30, 1983. 

(2) If the hospital’s last cost report-
ing period ending before September 30, 
1983 is for less than 12 months, the base 
period will be the hospital’s most re-
cent 12-month or longer cost reporting 
period ending before such short report-
ing period, with an appropriate adjust-
ment for inflation. (The rules applica-
ble to new hospitals are set forth in 
§ 412.74.) 

(b) Modifications to base-year costs. 
Prior to determining the hospital-spe-
cific rate, the intermediary will adjust 
the hospital’s estimated base-year in-
patient operating costs, as necessary, 
to include malpractice insurance costs 
in accordance with § 413.53(a)(1)(i) of 
this chapter, and exclude the following: 

(1) Medical education costs as de-
scribed in § 413.85 of this chapter. 

(2) Capital-related costs as described 
in § 413.130 of this chapter. 

(3) Kidney acquisition costs incurred 
by hospitals approved as renal trans-
plantation centers as described in 
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